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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

GALE, Judge: Respondent determ ned an incone tax deficiency

and an accuracy-rel ated penalty under section 6662(a)! with

1 Unl ess otherwi se indicated, all section references are to
the Internal Revenue Code of 1986 as in effect for the taxable
year in issue, and all Rule references are to the Tax Court Rul es
of Practice and Procedure.
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respect to petitioners' 2002 taxable year. After concessions,?
the issues for decision are: (1) Wuether petitioner Jorge O
Svoboda recei ved conpensation incone of $73,374 fromhis enpl oyer
Fl uor Corporation (Fluor) upon his exercise of stock options, and
sale of the acquired stock, during the taxable year; and (2)
whet her petitioners are liable for an accuracy-rel ated penalty
under section 6662(a).
FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.
The stipulation of facts and the attached exhibits are
i ncorporated herein by this reference. At the tine they filed
the petition, petitioners Jorge O Svoboda (petitioner) and
Clelia E. Svoboda (Ms. Svoboda) resided in San Cl enente,
Cal i forni a.

Petitioner was born in Chile in 1941 and emgrated to the
United States nore than 40 years ago. After noving to the United

States, petitioner earned a master's degree in business

2 Petitioners have conceded that they are not entitled to
any deduction for contributions to an individual retirenent
account and that they failed to report taxable dividends of
$6. 00. Respondent has conceded that petitioners did not have
unreported inconme with respect to a State incone tax refund.
Petitioners have al so conceded that, in the event respondent's
determnations in the notice of deficiency are sustai ned (except
with respect to the State incone tax refund), petitioners are
liable for an increased deficiency and increased addition to tax
when their liability for the alternative mninmumtax is taken
i nto account.



- 3 -
admnistration. Petitioner was enployed by Fluor as an
el ectrical engineer and manager from Septenber 1966 until
February 2002. He renmined a consultant to Fluor after his
retirement until 2004.% Petitioner has also taught applied
econom Ccs.

Fluor granted stock options to petitioner at various tines
during 1994 through 1998 pursuant to its "Executive Incentive
Performance Plan". On two occasions in 2002, petitioner acted
t hrough a brokerage firmto exercise certain of his stock options
and i medi ately sell the acquired shares at the market price.
Petitioner acconplished these transactions through a process
known as the Cashl ess Exercise Program (CEP) at the brokerage
firmMrgan Stanley Dean Wtter & Co. (Mdrgan Stanley). The CEP
was designed to allow participants to obtain the value of their
stock options w thout having to advance the purchase price for
t he stock upon exercise of the option. Under the CEP, petitioner
woul d direct Morgan Stanley to exercise specified stock options
of his and imedi ately sell the acquired stock at the prevailing
mar ket price. Petitioner would then receive the proceeds of the
sale less the stock's acquisition cost (at the option price),

wi t hhol di ng taxes, and brokerage conm ssi ons.

% The record does not disclose whether petitioner perforned
t hese consulting services as an enpl oyee of Fluor or as an
i ndependent contractor.
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The first stock option transaction took place on February
25, 2002. Petitioner directed Mdrgan Stanley to exercise options
and sell the acquired stock for options that had been granted to
hi m on Decenber 6, 1994 (939 shares), Decenber 9, 1997 (1,078
shares), and Decenber 8, 1998 (2,346 shares). Fluor provided to
petitioner an accounting of the February 25, 2002, transaction
entitled "Conputation Wrksheet for Non-Qualified Stock Option
Exercise for Shares". The worksheet recorded that the option
exercise resulted in the acquisition of the aforenentioned 4, 363
shares at a cost of $102,968.11 and their sale at a $165, 367.70
fair market value on the exercise date. The difference,
$62, 399. 59, was recorded by Fluor on the worksheet as the "wage
el ement” of the transaction. Fluor w thheld anounts for Federal
and State incone and enpl oynent taxes frompetitioner's
$62, 399. 59 proceeds.

The second stock option transaction took place on July 10,
2002. Petitioner directed Morgan Stanley to exercise options and
sell the acquired stock for options that had been granted to him
on Septenber 11, 1995 (1,078 shares) and Decenber 8, 1998 (783
shares). Fluor provided to petitioner an accounting of the July
10, 2002, transaction also entitled "Conputation Wrksheet for
Non- Qual i fi ed Stock Option Exercise for Shares". The worksheet
recorded that the option exercise resulted in the acquisition of

t he aforenentioned 1,861 shares at a cost of $55,946.43 and their
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sale at a $66,921.56 fair market value on the exercise date. The
di fference, $10,975.13, was recorded by Fluor on the worksheet as
"taxabl e conpensation” fromthe transaction. Fluor wthheld
anmounts for Federal and State incone and enpl oynent taxes from
petitioner's $10, 975.13 proceeds.

Fl uor issued petitioner a Form W2, Wage and Tax Statenent,
for 2002 that reported $102, 226. 81 under "Wages, tips, other
conpensation”. The parties have stipulated that this anpunt
represents the sum of $28,852.09 paid as salary to petitioner in
2002, the $62,399.59 in proceeds fromthe February 25, 2002,
stock option transaction, and the $10,975.13 in proceeds fromthe
July 10, 2002, stock option transaction. The Form W2 reported
$73,374.72 (i.e., the sumof the foregoing proceeds from stock
option transactions) as an anmount under "Nonqualified plans”.

Fol l owi ng petitioner's receipt of the Form W2, he contacted
the payroll departnment at Fluor. Petitioner indicated his belief
that the stock option transaction proceeds resulted in capital
gai n rather than conpensation incone and inquired as to why those
anounts were included in the figure for "Wages, tips, other

conpensation” on the FormW2. Petitioner was advi sed by the
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Fl uor payroll departnment that this was the manner in which the
conpany reported such transactions.

Petitioner prepared petitioners' Federal incone tax return
for 2002. To reflect his belief that the Form W2 issued to him
by Fluor had incorrectly listed the stock option transaction
proceeds as conpensation inconme, petitioner placed a handwitten
notation on the copy of the Form W2 attached to petitioners
2002 return. That notation indicated that the $102, 226. 81 anount
i sted under "WAges, tips, other conpensation” consisted of
"WAGES $28,852 CAPITAL GAINS $73, 645".4

Petitioners reported a total of $65,690 as wages on the 2002
return, including $28,852.09 in wages for petitioner and
$36,837.55 in wages for Ms. Svoboda. Petitioner reported on
Schedul e D, Capital Gains and Losses, of the 2002 return what he
calculated as the net result of the February and July 2002 stock

option transactions; nanely $51, 469° of |ong-term capital gain,

4 Petitioner appears to have nade a mathematical error in
calculating his "Capital Gains" figure, as $73, 645 plus $28, 852
does not equal the $102,226.81 anount |isted on the Form W 2.

> There are two errors underlying this figure. First, the
parties stipulated that the long-termcapital gain that
petitioners reported on Schedule D of their 2002 return fromthe
2002 stock option transactions was $56, 949. However, the
Schedule Dis part of the record, and it denonstrates that the
reported gain fromthe stock options transactions was $51, 469.
The figure to which the parties stipulated resulted fromthe
erroneous treatnment of a $2,740 | oss on one block of Fluor stock
as a gain, producing the $5,480 (%$2,740 x 2) discrepancy between

(continued. . .)
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treating the date of the options' grant as the acquisition date
of the stock and the date of option exercise and sale as the sale
dat e.

Fol l owi ng notification by respondent that the 2002 return
was under exam nation, petitioner made several efforts to
i nvestigate the proper tax treatnent of the two stock option
transactions. In the course of his subsequent discussions with
| nternal Revenue Service personnel, petitioner was referred to

| RS Publication 525, Taxabl e and Nont axabl e | ncone.

5(...continued)
$56, 949 and $51,469. W are not bound by stipul ations of fact
t hat appear contrary to the facts disclosed by the record, see
Rule 91(e); Blohmv. Comm ssioner, 994 F.2d 1542, 1553 (11th G
1993), affg. T.C. Meno. 1991-636, and accordingly find that
petitioners reported $51, 469 of long-termcapital gain fromthe
Fl uor stock option transactions in 2002.

Second, petitioner conceded at trial that the sales price
for the sanme bl ock of Fluor stock was incorrectly reported on the
Schedul e D as $19, 025 when it shoul d have been $40, 859, which
results in a gain of $19,093 rather than the reported | oss of
$2, 740. (Respondent described the correct gain as $19, 025, but
t he docunentary evi dence suggests the gain is $19,093.) Wen a
gai n of approximately $19,000 is substituted for the reported
| oss of $2,740, the net long-termgain arising frompetitioners
reporting of the Fluor stock option transactions approximtes the
$73,374.72 in proceeds from "Nonqualified plans" reported on the
Form W2 issued by Fluor to petitioner. W expect the parties to
address any remai ning discrepancies in their Rule 155
conput ati ons.
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OPI NI ON

| ncone on Exercise of Stock Options

Respondent determ ned that petitioners' 2002 return
understated his conpensation i ncone by $73,374, an anpunt
representing the aggregate difference between the option prices
and sales prices of the Fluor stock petitioner acquired and sol d
in 2002 pursuant to stock options. Petitioners contend that the
foregoing anount is capital gain because it was realized fromthe
sal e of stock acquired pursuant to incentive stock options.

CGenerally, the incone tax treatnment of the grant of an
option to purchase stock in connection with the performance of
services, and the transfer of stock pursuant to the exercise of
such an option, is determ ned under section 83(a) and the
regul ati ons thereunder. Such stock options are known as
"nonqual i fied stock options” or "nonstatutory stock options".
The recei pt of a nonqualified stock option does not generate
incone in the recipient unless the option has a readily
ascertainable fair market value.® Instead, the recipient's
exercise of the nonqualified option to acquire stock gives rise
to gross incone at the tinme of exercise, equal to the anmount by

which the fair market value of the stock at the exerci se date

® Neither party contends that the stock options held by
petitioner had a "readily ascertainable fair market value" at the
time that Fluor granted the options to petitioner. See sec. 83;
sec. 1.83-1(a), Incone Tax Regs.; sec. 1.83-7(a), Incone Tax
Regs.
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exceeds the option price that he or she pays. Sec. 83(a); Racine

v. Comm ssioner, T.C Meno. 2006-162; sec. 1.83-7(a), Incone Tax

Regs. The recipient thereupon obtains a basis in the acquired
stock equal to the option price plus any anount includible in

gross incone as a result of the option exercise. Any gain or

| oss upon the subsequent sale of the stock will be capital in

character. Secs. 1001, 1221(a); sec. 1.83-4(b)(1), Incone Tax
Regs.

Certain enpl oyee stock options qualify for alternative
treatment under the provisions of section 421. Specifically,
section 421 applies to options that qualify as incentive stock
options (1SGCs) under section 422 (and to options that are issued
pursuant to an enpl oyee stock purchase plan as defined in section
423). \Wien the applicable section 422 requirenents for an | SO
are net, section 421 provides that no inconme shall result at the
time of the transfer of stock upon the exercise of the option.
Sec. 421(a)(1). The stock acquired through the |1SO exercise wll
generally qualify as a capital asset in the hands of the
enpl oyee, and the difference between the anount received on
di sposition of the stock and the enpl oyee's basis will be capital
in character. Secs. 1001(a), 1221 and 1222; Spitz v.

Commi ssioner, T.C Menp. 2006-168; sec. 14a.422A-1, RQA-1,

Tenporary I ncome Tax Regs., 46 Fed. Reg. 61840 (Dec. 21, 1981).

However, if the stock acquired pursuant to an 1SO is disposed of
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by the option holder within 2 years of the granting of the option
or wwthin 1 year after the stock's transfer to him section 421
does not apply, and the stock's acquisition and sale are taxed
under the provisions of section 83. Sec. 422(a)(1); Spitz v.

Commi ssi oner, supra; sec. 14a.422A-1, &A-2(a), Tenporary |Inconme

Tax Regs., 46 Fed. Reg. 61840 (Dec. 21, 1981).

Petitioners contend that petitioner acquired the Fluor stock
at issue pursuant to ISCs. Their only evidence for this claimis
petitioner's testinony to that effect. Al other evidence in the
record points to the contrary concl usion that the options
petitioner held were nonqualified options. The conputation
wor ksheets provided to petitioner by Fluor concerning the two
stock option transactions were each entitled "Conputation
Wor ksheet for Non-Qualified Stock Option Exercise for Shares"”,
and each described the difference between the option price and
the fair market value of the stock at exercise as either the
"wage el enment" or "taxable conpensation”. The Form W2 issued by
Fluor to petitioner reported the proceeds fromthe stock option
transacti ons under the "Nonqualified plans" category. Finally,

Fl uor collected w thholding taxes with respect to the proceeds,
whi ch woul d not have been required with respect to the

di sposition of stock acquired pursuant to an 1SO. 7 See Notice

" Moreover, had petitioner been granted | SGs (as he cl ai ns)
whi ch were exercised in 2002, he would have had alternative
m ni mum t axabl e i ncome in 2002 neasured by the excess of the
(continued. . .)



2001- 14, 2001-1 C B. 516.

VWhile on this record we are not persuaded that petitioner
held 1SCs, the result in this case is the sane whether the stock
was acquired pursuant to 1 SGCs or nonqualified stock options.

That is because it is undisputed that in both transactions
petitioner exercised his option to acquire the stock, and sold
the stock, on the sane day. Thus, if one assunes petitioner held
| SGs, he nonet hel ess woul d have forfeited the deferral and
capital gains treatnent provided in section 421(a), by virtue of
his sale of the stock on the day it was transferred to him in
viol ation of the 1-year holding period nmandated in section
422(a)(1). As a consequence, he would have realized ordinary

i ncome upon the disposition of the stock, under section 83(a),
equal to the difference between the option price and the fair
mar ket val ue of the stock on the date of exercise. Sec. 421(b);

Spitz v. Conmm ssioner, supra; sec. 1l4a.422A-1, RQA-2(a),

Tenporary I ncome Tax Regs., 46 Fed. Reg. 61840 (Dec. 21, 1981).
Alternatively, if one assunes petitioner held nonqualified

stock options, then petitioners were required to recognize

ordi nary incone, under section 83(a), upon the transfer of the

stock to petitioner in 2002 pursuant to the exercise of his

(...continued)
Fl our stock's fair market value on the exercise date over the
exercise price. See Merlo v. Comm ssioner, 126 T.C. 205, 209
(2006) .
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options, equal to the difference between the option price and the
fair market value of the stock on the date of transfer.
Petitioner's sale of the stock on the sane day generates no gain,
as his basis in the stock (consisting of his option price and the
anmount of ordinary incone recogni zed under section 83(a)) equal ed
his sales price.

Petitioner contends, however, that his Fluor stock options
were | SGs and that he satisfied the holding period of section
422(a)(1). That section provides as foll ows:

SEC. 422. 1 NCENTI VE STOCK OPTI ONS

(a) I'n General.--Section 421(a) shall apply with
respect to the transfer of a share of stock to an

i ndi vidual pursuant to his exercise of an incentive

stock option if--

(1) no disposition of such share is made
by himwithin 2 years fromthe date of the

granting of the option nor within 1 year
after the transfer of such share to him* * *

| RS Publication 525 (as applicable for the preparation of 2002
Federal inconme tax returns) provides an expl anation of the
section 422(a)(1) holding period requirenent as foll ows:

| f you receive a statutory stock option, do not
i ncl ude any amount in your incone either when the
option is granted or when you exercise it. You have
taxabl e i ncome or deductible | oss when you sell the
stock that you bought by exercising the option. Your
incone or loss is the difference between the anobunt you
paid for the stock (the option price) and the anount
you receive when you sell it. You generally treat this
anount as capital gain or loss and report it on
Schedul e D (Form 1040), Capital Gains and Losses, for



the year of the sale.

However, you may have ordinary incone for the year
that you sell the stock in either of the follow ng
si tuati ons.

. You do not neet the holding period
requirenent. This situation applies only if
you sell the stock within 1 year after its
transfer to you or within 2 years after the
option was granted.

Rel yi ng on Publication 525, petitioner interprets the section
422(a) (1) holding period provision as affording taxpayers a
"choice": a taxpayer may conply with the hol ding period either
by holding the option for 2 years after its grant, or by hol ding
the stock for 1 year after its acquisition pursuant to the

option.® In other words, petitioner interprets the two

di sjunctive holding periods as alternative qualifying conditions;

that is, if either period is satisfied, then the holding period
requirenent is met. Therefore, in petitioner's view, he
qualifies by virtue of his disposal of the stock nore than 2
years after the grant of the options.

Nei t her section 422(a)(1), nor its explication in
Publ i cation 525, is susceptible to the interpretation advocated
by petitioner. The |anguage of section 422(a) is plain and
cl ear:

Section 421(a) shall apply with respect to the transfer
of a share of stock to an individual pursuant to his

8 Petitioners' view of the |anguage, as they argue on brief,
is that "The word OR neans a choice".
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exercise of an incentive stock option if--

(1) no disposition of such share is made by
himwithin 2 years fromthe date of the
granting of the option nor within 1 year
after the transfer of such share to him* * *
[ Enphasi s added. ]

The | anguage of Publication 525 is no less plain and clear: "You
do not nmeet the holding period requirenent * * * if you sell the
stock within 1 year after its transfer to you or within 2 years
after the option was granted.” Thus, contrary to petitioner's
interpretation, the two disjunctive holding periods are alternate

di squalifying conditions; that is, if either obtains, section

421(a) does not apply. Since petitioner did not satisfy the one-
year-after-transfer hol ding period, section 421(a) does not apply
to the transfer of the Fluor stock to him

We accordingly sustain respondent's determ nation that
petitioners failed to report $73,374 of conpensation incone in
2002.

Accur acy- Rel ated Penalty

Respondent determ ned that petitioners were liable for a
section 6662(a) accuracy-rel ated penalty based on a substanti al
understatenment of inconme tax. See sec. 6662(a) and (b)(2). A
"substantial understatenent" exists for this purpose if the

anount of tax required to be shown on the return exceeds that
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shown by the greater of 10 percent of the tax required to be
shown or $5,000. Sec. 6662(d)(1)(A).

The Comm ssi oner has the burden of production under section
7491(c) wth respect to the liability of any individual for a
penal ty inposed by the Internal Revenue Code and nust cone
forward with sufficient evidence indicating that it is

appropriate to i npose the penalty. See H gbee v. Conm ssi oner,

116 T.C 438, 446-447 (2001). Once the Conm ssioner neets his
burden of production, the taxpayer nust conme forward with

per suasi ve evi dence that the Conm ssioner's determnation as to
the penalties is incorrect or that the taxpayer had reasonabl e
cause or substantial authority for his position. See id. at 447,
sec. 1.6664-4, |Incone Tax Regs.

We have sustai ned respondent's determ nation of a $73,374
increase in petitioner's taxable wages for tax year 2002.° 1In
petitioners' circunstances, the om ssion!® would produce an
under st at ement exceedi ng the greater of $5,000 or 10 percent of

the tax required to be shown on their return. Accordingly,

°® Petitioners' reporting of the proceeds fromthe stock
option transactions as capital gains did not offset this
om ssion, as the capital gains clained with respect to the stock
option transactions were absorbed by petitioners' reported
capital losses in excess of $300, 000.

10 pPetitioners have al so conceded that they were not
entitled to a $7,000 deduction claimed with respect to an I RA
contribution. Petitioners have offered no argunent to the effect
that the portion of the underpaynent attributable to this itemis
due to reasonabl e cause or any other mtigating factor.



- 16 -

respondent has satisfied his burden of production, and

petitioners bear the burden of establishing the applicability of

t he reasonabl e cause excepti on.

A penalty under section 6662(a) will not be inposed with

respect to any portion of the underpaynment as to which the

t axpayer acted with reasonabl e cause and in good faith. Sec.

6664(c)(1). The decision as to whether a taxpayer acted with

reasonabl e cause and in good faith is nade by taking into account

al |

the pertinent facts and circunstances. Sec. 1.6664-4(b)(1),

| ncome Tax Regs.

The regul ations interpreting section 6664(c)(1) provide:

The determ nation of whether a taxpayer acted with
reasonabl e cause and in good faith is made on a case-by-case
basis, taking into account all pertinent facts and
circunstances. * * * Generally, the nost inportant factor is
the extent of the taxpayer's effort to assess the taxpayer's
proper tax litability. G rcunstances that may indicate
reasonabl e cause and good faith include an honest

m sunder st andi ng of fact or law that is reasonable in |ight
of all the facts and circunstances, including the
experience, know edge and education of the taxpayer. * * *

[ Sec. 1.6664-4(b)(1), Inconme Tax Regs.]

Petitioner emgrated to the United States nore than 40 years

ago and earned a master's degree in business admnistration after

doing so. He was enployed as an el ectrical engineer and manager

by Fluor Corporation for many years and has taught applied

econoni cs.
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Petitioner argues, in defense of his reporting of the stock
option transactions as capital gain, that the inconme he received
on account of the stock options was at risk fromthe tine the
options were granted until they were exercised. By contrast,
petitioner argues, wage incone is not at conparable risk. Thus,
petitioner believes, stock options are nore akin to a capital
asset giving rise to capital gain than an item of conpensation
i ncone. From an econom c perspective, wherein petitioner's
experience lies, there is sone foundation for his position.
Enpl oyee stock options are, however, given in exchange for
servi ces, and conpensation for services generates ordinary incone
for Federal inconme tax purposes. Consequently, the Federal
i ncone tax treatnent of enpl oyee stock options is a thornier
i ssue than petitioner's observations would allow. Nonet hel ess,
we conclude, in light of all the facts and circunstances, that
petitioner's reporting of the inconme fromthe stock option
transactions constituted an honest m sunderstanding of the | aw
that is reasonable in light of his experience, know edge, and
educati on. Consequently, there was reasonabl e cause for the
understatenent attributable to the failure to report the stock
option proceeds as conpensation incone.

To reflect the foregoing, and after concessions by both
parties,

Deci sion will be entered

under Rul e 155.




